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(1) Valuing an extraordinary payment 
right. 

(2) Valuing a distribution right. 
(3) Special rule for valuing a qualified pay-

ment right held in conjunction with an ex-
traordinary payment right. 

(4) Valuing other rights. 
(5) Example. 
(b) Definitions. 
(1) Applicable retained interest. 
(2) Extraordinary payment right. 
(3) Distribution right. 
(4) Rights that are not extraordinary pay-

ment rights or distribution rights. 
(5) Controlled entity. 
(6) Qualified payment right. 
(c) Qualified payment elections. 
(1) Election to treat a qualified payment 

right as other than a qualified payment 
right. 

(2) Election to treat other distribution 
rights as qualified payment rights. 

(3) Elections irrevocable. 
(4) Treatment of certain payments to ap-

plicable family members. 
(5) Time and manner of elections. 
(d) Examples. 

§ 25.2701–3 Determination of amount of gift. 
(a) Overview. 
(1) In general. 
(2) Definitions. 
(b) Valuation methodology. 
(1) Step 1—Valuation of family-held inter-

ests. 
(2) Step 2—Subtract the value of senior eq-

uity interests. 
(3) Step 3—Allocate the remaining value 

among the transferred interests and other 
family-held subordinate equity interests. 

(4) Step 4—Determine the amount of the 
gift. 

(5) Adjustment in Step 2. 
(c) Minimum value rule. 
(1) In general. 
(2) Junior equity interest. 
(3) Indebtedness. 
(d) Examples. 

§ 25.2701–4 Accumulated qualified payments. 
(a) In general. 
(b) Taxable event. 
(1) In general. 
(2) Exception. 
(3) Individual treated as interest holder. 
(c) Amount of increase. 
(1) In general. 
(2) Due date of qualified payments. 
(3) Appropriate discount rate. 
(4) Application of payments. 
(5) Payment. 
(6) Limitation. 
(d) Taxpayer election. 
(1) In general. 
(2) Limitation not applicable. 
(3) Time and manner of election. 
(4) Example. 

§ 25.2701–5 Adjustments to mitigate double tax-
ation. 

(a) Reduction of transfer tax base. 
(1) In general. 
(2) Federal gift tax modification. 
(3) Federal estate tax modification. 
(4) Section 2701 interest. 
(b) Amount of reduction. 
(c) Duplicated amount. 
(1) In general. 
(2) Transfer tax value—in general. 
(3) Special transfer tax value rules. 
(d) Examples. 
(e) Computation of reduction if initial 

transfer is split under section 2513. 
(1) In general. 
(2) Transfers during joint lives. 
(3) Transfers at or after death of either 

spouse. 
(f) Examples. 
(g) Double taxation otherwise avoided. 
(h) Effective date. 

§ 25.2701–6 Indirect holding of interests. 
(a) In general. 
(1) Attribution to individuals. 
(2) Corporations. 
(3) Partnerships. 
(4) Estates, trusts, and other entities. 
(5) Multiple attribution. 
(b) Examples. 

§ 25.2701–7 Separate interests. 
§ 25.2701–8 Effective dates. 

[T.D. 8395, 57 FR 4255, Feb. 4, 1992, as amend-
ed by T.D. 8536, 59 FR 23154, May 5, 1994] 

§ 25.2701–1 Special valuation rules in 
the case of transfers of certain in-
terests in corporations and partner-
ships. 

(a) In general—(1) Scope of section 2701. 
Section 2701 provides special valuation 
rules to determine the amount of the 
gift when an individual transfers an eq-
uity interest in a corporation or part-
nership to a member of the individual’s 
family. For section 2701 to apply, the 
transferor or an applicable family 
member (as defined in paragraph (d)(2) 
of this section) must, immediately 
after the transfer, hold an applicable 
retained interest (a type of equity in-
terest defined in § 25.2701–2(b)(1)). If cer-
tain subsequent payments with respect 
to the applicable retained interest do 
not conform to the assumptions used in 
valuing the interest at the time of the 
initial transfer, § 25.2701–4 provides a 
special rule to increase the individual’s 
later taxable gifts or taxable estate. 
Section 25.2701–5 provides an adjust-
ment to mitigate the effects of double 
taxation when an applicable retained 
interest is subsequently transferred. 

(2) Effect of section 2701. If section 2701 
applies to a transfer, the amount of the 
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transferor’s gift, if any, is determined 
using a subtraction method of valu-
ation (described in § 25.2701–3). Under 
this method, the amount of the gift is 
determined by subtracting the value of 
any family-held applicable retained in-
terests and other non-transferred eq-
uity interests from the aggregate value 
of family-held interests in the corpora-
tion or partnership (the ‘‘entity’’). 
Generally, in determining the value of 
any applicable retained interest held 
by the transferor or an applicable fam-
ily member— 

(i) Any put, call, or conversion right, 
any right to compel liquidation, or any 
similar right is valued at zero if the 
right is an ‘‘extraordinary payment 
right’’ (as defined in § 25.2701–2(b)(2)); 

(ii) Any distribution right in a con-
trolled entity (e.g., a right to receive 
dividends) is valued at zero unless the 
right is a ‘‘qualified payment right’’ (as 
defined in § 25.2701–2(b)(6)); and 

(iii) Any other right (including a 
qualified payment right) is valued as if 
any right valued at zero did not exist 
but otherwise without regard to sec-
tion 2701. 

(3) Example. The following example il-
lustrates rules of this paragraph (a). 

Example. A, an individual, holds all the 
outstanding stock of S Corporation. A ex-
changes A’s shares in S for 100 shares of 10- 
percent cumulative preferred stock and 100 
shares of voting common stock. A transfers 
the common stock to A’s child. Section 2701 
applies to the transfer because A has trans-
ferred an equity interest (the common stock) 
to a member of A’s family, and immediately 
thereafter holds an applicable retained inter-
est (the preferred stock). A’s preferred stock 
is valued under the rules of section 2701. A’s 
gift is determined under the subtraction 
method by subtracting the value of A’s pre-
ferred stock from the value of A’s interest in 
S immediately prior to the transfer. 

(b) Transfers and other triggering 
events—(1) Completed transfers. Section 
2701 applies to determine the existence 
and amount of any gift, whether or not 
the transfer would otherwise be a tax-
able gift under chapter 12 of the Inter-
nal Revenue Code. For example, sec-
tion 2701 applies to a transfer that 
would not otherwise be a gift under 
chapter 12 because it was a transfer for 
full and adequate consideration. 

(2) Transactions treated as transfers— 
(i) In general. Except as provided in 

paragraph (b)(3) of this section, for pur-
poses of section 2701, transfer includes 
the following transactions: 

(A) A contribution to the capital of a 
new or existing entity; 

(B) A redemption, recapitalization, or 
other change in the capital structure of 
an entity (a ‘‘capital structure trans-
action’’), if— 

(1) The transferor or an applicable 
family member receives an applicable 
retained interest in the capital struc-
ture transaction; 

(2) The transferor or an applicable 
family member holding an applicable 
retained interest before the capital 
structure transaction surrenders an eq-
uity interest that is junior to the ap-
plicable retained interest (a ‘‘subordi-
nate interest’’) and receives property 
other than an applicable retained in-
terest; or 

(3) The transferor or an applicable 
family member holding an applicable 
retained interest before the capital 
structure transaction surrenders an eq-
uity interest in the entity (other than 
a subordinate interest) and the fair 
market value of the applicable retained 
interest is increased; or 

(C) The termination of an indirect 
holding in an entity (as defined in 
§ 25.2701–6) (or a contribution to capital 
by an entity to the extent an indi-
vidual indirectly holds an interest in 
the entity), if— 

(1) The property is held in a trust as 
to which the indirect holder is treated 
as the owner under subchapter J of 
chapter 1 of the Internal Revenue Code; 
or 

(2) If the termination (or contribu-
tion) is not treated as a transfer under 
paragraph (b)(2)(i)(C)(1) of this section, 
to the extent the value of the indi-
rectly-held interest would have been 
included in the value of the indirect 
holder’s gross estate for Federal estate 
tax purposes if the indirect holder died 
immediately prior to the termination. 

(ii) Multiple attribution. For purposes 
of paragraph (b)(2)(i)(C) of this section, 
if the transfer of an indirect holding in 
property is treated as a transfer with 
respect to more than one indirect hold-
er, the transfer is attributed in the fol-
lowing order: 

VerDate Mar<15>2010 15:53 May 16, 2013 Jkt 229100 PO 00000 Frm 00679 Fmt 8010 Sfmt 8010 Q:\26\229100.XXX ofr150 PsN: PC150



670 

26 CFR Ch. I (4–1–13 Edition) § 25.2701–1 

(A) First, to the indirect holder(s) 
who transferred the interest to the en-
tity (without regard to section 2513); 

(B) Second, to the indirect holder(s) 
possessing a presently exercisable 
power to designate the person who 
shall possess or enjoy the property; 

(C) Third, to the indirect holder(s) 
presently entitled to receive the in-
come from the interest; 

(D) Fourth, to the indirect holder(s) 
specifically entitled to receive the in-
terest at a future date; and 

(E) Last, to any other indirect hold-
er(s) proportionally. 

(3) Excluded transactions. For pur-
poses of section 2701, a transfer does 
not include the following transactions: 

(i) A capital structure transaction, if 
the transferor, each applicable family 
member, and each member of the 
transferor’s family holds substantially 
the same interest after the transaction 
as that individual held before the 
transaction. For this purpose, common 
stock with non-lapsing voting rights 
and nonvoting common stock are inter-
ests that are substantially the same; 

(ii) A shift of rights occurring upon 
the execution of a qualified disclaimer 
described in section 2518; and 

(iii) A shift of rights occurring upon 
the release, exercise, or lapse of a 
power of appointment other than a 
general power of appointment de-
scribed in section 2514, except to the 
extent the release, exercise, or lapse 
would otherwise be a transfer under 
chapter 12. 

(c) Circumstances in which section 2701 
does not apply. To the extent provided, 
section 2701 does not apply in the fol-
lowing cases: 

(1) Marketable transferred interests. 
Section 2701 does not apply if there are 
readily available market quotations on 
an established securities market for 
the value of the transferred interests. 

(2) Marketable retained interests. Sec-
tion 25.2701–2 does not apply to any ap-
plicable retained interest if there are 
readily available market quotations on 
an established securities market for 
the value of the applicable retained in-
terests. 

(3) Interests of the same class. Section 
2701 does not apply if the retained in-
terest is of the same class of equity as 
the transferred interest or if the re-

tained interest is of a class that is pro-
portional to the class of the transferred 
interest. A class is the same class as 
(or is proportional to the class of) the 
transferred interest if the rights are 
identical (or proportional) to the rights 
of the transferred interest, except for 
non-lapsing differences in voting rights 
(or, for a partnership, non-lapsing dif-
ferences with respect to management 
and limitations on liability). For pur-
poses of this section, non-lapsing provi-
sions necessary to comply with part-
nership allocation requirements of the 
Internal Revenue Code (e.g., section 
704(b)) are non-lapsing differences with 
respect to limitations on liability. A 
right that lapses by reason of Federal 
or State law is treated as a non-lapsing 
right unless the Secretary determines, 
by regulation or by published revenue 
ruling, that it is necessary to treat 
such a right as a lapsing right to ac-
complish the purposes of section 2701. 
An interest in a partnership is not an 
interest in the same class as the trans-
ferred interest if the transferor or ap-
plicable family members have the right 
to alter the liability of the transferee. 

(4) Proportionate transfers. Section 
2701 does not apply to a transfer by an 
individual to a member of the individ-
ual’s family of equity interests to the 
extent the transfer by that individual 
results in a proportionate reduction of 
each class of equity interest held by 
the individual and all applicable family 
members in the aggregate immediately 
before the transfer. Thus, for example, 
section 2701 does not apply if P owns 50 
percent of each class of equity interest 
in a corporation and transfers a por-
tion of each class to P’s child in a man-
ner that reduces each interest held by 
P and any applicable family members, 
in the aggregate, by 10 percent even if 
the transfer does not proportionately 
reduce P’s interest in each class. See 
§ 25.2701–6 regarding indirect holding of 
interests. 

(d) Family definitions—(1) Member of 
the family. A member of the family is, 
with respect to any transferor— 

(i) The transferor’s spouse; 
(ii) Any lineal descendant of the 

transferor or the transferor’s spouse; 
and 

(iii) The spouse of any such lineal de-
scendant. 
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(2) Applicable family member. An appli-
cable family member is, with respect 
to any transferor— 

(i) The transferor’s spouse; 
(ii) Any ancestor of the transferor or 

the transferor’s spouse; and 
(iii) The spouse of any such ancestor. 
(3) Relationship by adoption. For pur-

poses of section 2701, any relationship 
by legal adoption is the same as a rela-
tionship by blood. 

(e) Examples. The following examples 
illustrate provisions of this section: 

Example 1. P, an individual, holds all the 
outstanding stock of X Corporation. Assume 
the fair market value of P’s interest in X im-
mediately prior to the transfer is $1.5 mil-
lion. X is recapitalized so that P holds 1,000 
shares of $1,000 par value preferred stock 
bearing an annual cumulative dividend of 
$100 per share (the aggregate fair market 
value of which is assumed to be $1 million) 
and 1,000 shares of voting common stock. P 
transfers the common stock to P’s child. 
Section 2701 applies to the transfer because P 
has transferred an equity interest (the com-
mon stock) to a member of P’s family and 
immediately thereafter holds an applicable 
retained interest (the preferred stock). P’s 
right to receive annual cumulative dividends 
is a qualified payment right and is valued for 
purposes of section 2701 at its fair market 
value of $1,000,000. The amount of P’s gift, 
determined using the subtraction method of 
§ 25.2701–3, is $500,000 ($1,500,000 minus 
$1,000,000). 

Example 2. The facts are the same as in Ex-
ample 1, except that the preferred dividend 
right is noncumulative. Under § 25.2701–2, P’s 
preferred dividend right is valued at zero be-
cause it is a distribution right in a con-
trolled entity, but is not a qualified payment 
right. All of P’s other rights in the preferred 
stock are valued as if P’s dividend right does 
not exist but otherwise without regard to 
section 2701. The amount of P’s gift, deter-
mined using the subtraction method, is 
$1,500,000 ($1,500,000 minus $0). P may elect, 
however, to treat the dividend right as a 
qualified payment right as provided in 
§ 25.2701–2(c)(2). 

[T.D. 8395, 57 FR 4255, Feb. 4, 1992; 57 FR 
11264, Apr. 2, 1992, as amended by T.D. 8536, 59 
FR 23154, May 5, 1994] 

§ 25.2701–2 Special valuation rules for 
applicable retained interests. 

(a) In general. In determining the 
amount of a gift under § 25.2701–3, the 
value of any applicable retained inter-
est (as defined in paragraph (b)(1) of 
this section) held by the transferor or 
by an applicable family member is de-

termined using the rules of chapter 12, 
with the modifications prescribed by 
this section. See § 25.2701–6 regarding 
the indirect holding of interests. 

(1) Valuing an extraordinary payment 
right. Any extraordinary payment right 
(as defined in paragraph (b)(2) of this 
section) is valued at zero. 

(2) Valuing a distribution right. Any 
distribution right (as defined in para-
graph (b)(3) of this section) in a con-
trolled entity is valued at zero, unless 
it is a qualified payment right (as de-
fined in paragraph (b)(6) of this sec-
tion). Controlled entity is defined in 
paragraph (b)(5) of this section. 

(3) Special rule for valuing a qualified 
payment right held in conjunction with 
an extraordinary payment right. If an ap-
plicable retained interest confers a 
qualified payment right and one or 
more extraordinary payment rights, 
the value of all these rights is deter-
mined by assuming that each extraor-
dinary payment right is exercised in a 
manner that results in the lowest total 
value being determined for all the 
rights, using a consistent set of as-
sumptions and giving due regard to the 
entity’s net worth, prospective earning 
power, and other relevant factors (the 
‘‘lower of’’ valuation rule). See 
§§ 20.2031–2(f) and 20.2031–3 for rules re-
lating to the valuation of business in-
terests generally. 

(4) Valuing other rights. Any other 
right (including a qualified payment 
right not subject to the prior para-
graph) is valued as if any right valued 
at zero does not exist and as if any 
right valued under the lower of rule is 
exercised in a manner consistent with 
the assumptions of that rule but other-
wise without regard to section 2701. 
Thus, if an applicable retained interest 
carries no rights that are valued at 
zero or under the lower of rule, the 
value of the interest for purposes of 
section 2701 is its fair market value. 

(5) Example. The following example il-
lustrates rules of this paragraph (a). 

Example. P, an individual, holds all 1,000 
shares of X Corporation’s $1,000 par va1ue 
preferred stock bearing an annual cumu-
lative dividend of $100 per share and holds all 
1,000 shares of X’s voting common stock. P 
has the right to put all the preferred stock 
to X at any time for $900,000. P transfers the 
common stock to P’s child and immediately 
thereafter holds the preferred stock. Assume 
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